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DISC 
(Domestic International Sales Corporation) 
Tax 
Incentives 
to Encourage 
Exports 
by Walter M. Seltzer 
The Domestic International Sales Corporation legisla-
tion was enacted, on December 10,1971, to provide U.S. 
firms with a tax incentive to encourage their increased 
export activity. The United States has suffered a steadily 
worsening balance of payments position; the Interest 
Equalization Tax and, subsequently, the Foreign Direct 
Investment Program are evidence of the concern over 
the recurring large deficits. Had it not been for her trade 
surplus, the international payments deficits of the U.S. 
would have been much greater. But that trade balance 
has declined steadily in the past several years. DISC is 
designed to enhance the competitive position of the U.S. 
producer in the international marketplace and thereby 
help reverse the unfavorable trend in those balances. 
A nonmanufacturing or producing U.S. corporation 
which has only one class of shares with a value of at 
least $2,500 and which meets certain tests with regard 
to its receipts and assets—substantially all receipts and 
assets must be "export-related"—can elect to be a 
DISC. Once a valid election is made, tax may be deferred 
on one half of the corporation's export profits; the other 
half is currently taxable to its shareholders as a divi-
dend, whether or not actually distributed. A U.S. manu-
facturer, regardless of its relationship to the DISC, can 
borrow the DISC'S tax-deferred profits—the producer's 
loan—for use in the U.S. 
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The DISC legislation provides relief from the onerous 
section 482 intercompany pricing allocations. It provides 
two special pricing formulae which permit the qualifying 
corporation to earn a greater profit than would be appro-
priate under section 482. A DISC is, for all intents and 
purposes, immune to challenge by the Internal Revenue 
Service because of either thin capitalization or lack of 
corporate substance. 
Furthermore, the American Institute of Certified Public 
Accountants has indicated, through an Accounting Prin-
ciples Board exposure draft, that a provision for deferred 
tax liability will not be necessary with respect to the 
DISC'S tax-deferred profits so long as there is no inten-
tion to distribute those profits. 
Tax deferral ends at such time as the corporation 
ceases to qualify as a DISC. When the DISC is termi-
nated because it failed to qualify or because its election 
is revoked, the accumulated income is taxed to the 
shareholders as ordinary income over the 10-year period 
[or shorter period if the corporation was a DISC for fewer 
years] following the year of termination. If, however, 
there is a disposition of a DISC'S shares, gain is taxed 
as ordinary income [in the year of disposition] to the 
extent of the accumulated income attributable to the 
shares sold; gain in excess of that amount is capital gain. 
QUALIFICATION AS A DISC 
A corporation will qualify as a DISC if it 
• is a U.S. corporation 
• has equity capital of a least $2,500 
« has only a single class of shares 
• receives at least 95% of its gross receipts from ex-
ports and certain export-related investments and 
activities 
• uses at least 95% of its assets, directly or indirectly, 
in its export business 
• elects DISC treatment, to which shareholders con-
sent 
Domestic Corporation 
To qualify for DISC treatment an entity must be a sepa-
rate, bona-fide corporation under the laws of a state or 
the District of Columbia. A corporate division or branch 
or another type of entity which, because it has more cor-
porate than noncorporate attributes, is taxed as a cor-
poration, cannot qualify. 
There are no restrictions as to the number or type of 
DISC shareholders; individuals, partnerships, corpora-
tions, and estates or trusts—whether domestic or for-
eign—may own its shares. However, Possessions and 
Western Hemisphere Trade corporations lose their pref-
erential tax status if they own shares of a DISC. 
The choice of the state in which to form, and operate, 
a DISC can result in further tax savings; a high state in-
come tax and the scope of some states' tax laws can 
offset much of the savings afforded by a DISC. Some 
states, such as Pennsylvania and New York, are under-
stood to be considering legislation which would exempt 
a DISC from tax. Presumably a state which does not tax 
a small business corporation will not tax a DISC. 
Minimum Equity Capital; One Class of Shares 
To qualify, a U.S. corporation must have equity capital 
with par or stated value of at least $2,500 on each day of 
its taxable year. The Internal Revenue Service will not 
deny DISC benefits to a corporation which meets this 
test on the grounds that it is thinly capitalized, regard-
less of its debt-equity ratio. 
A DISC may not have more than a single class of 
shares. A shareholder may make funds available to the 
DISC without fear that those funds will constitute a sec-
ond class of shares, and thereby disqualify the corpora-
tion. However, if one shareholder makes a substantially 
greater amount of funds available to the DISC than does 
another,, the Service may consider that that amount con-
stitutes a second class of shares. 
Failure to meet either the minimum capital or the one 
class of shares requirements disqualifies the corpora-
tion as a DISC as of the first day of the year in which the 
requirement is not met. The disqualification continues 
until the tests are again met. 
A DISC may be operated without employees, inven-
tories, etc., so long as it has its own bank account and 
accounting records. The Service has ruled that a DISC 
which takes title to the goods and then exports them can 
operate through its parent's [or shareholder's] em-
ployees and facilities if, in addition to separate bank 
accounts and accounting records, all orders are written 
on the DISC'S order forms and are billed to the customer 
in the name of the DISC. Even less substance is required 
of a DISC which merely receives a commission on the 
sale of goods exported. 
Qualified Export Receipts 
95% of a DISC'S gross receipts [those from the sale, 
lease or rental of property held for sale, lease or rental, 
and gross income from all other sources] for the taxable 
year must consist of qualified export receipts—those 
derived from 
• the sale, exchange or other disposition of export 
property [if the DISC is a commission agent, the 
receipts of its principal on the sale of the export 
property] 
• the lease or rental of export property 
• the sale or exchange of plant, equipment and other 
assets used for the production of export income [for 
example, the receipts derived by a DISC on the sale 
of its delivery truck] 
• the performance of services which are related and 
subsidiary to the sale or lease of export property 
• the performance of engineering and architectural 
services for overseas construction projects 
• interest on loans of DISC profits to domestic manu-
facturers—known as producer's loans 
• interest on trade receivables arising from the sale 
or lease of export property 
• interest on obligations of the Export-Import Bank 
and the Foreign Credit Insurance Association 
• dividends from investment in related foreign export 
corporations [foreign international sales corpora-
tions, real property holding companies and associ-
ated foreign corporations] 
[The payment of a qualifying distribution may prevent 
disqualification due to failure to meet the receipts test— 
see below.] 
Export Property 
Export property is property—the U.S. content of which 
is at least 50% of its fair market value— which was man-
ufactured or produced [or grown or extracted] in the 
U.S. by a person not a DISC and which is held for sale or 
lease by a DISC. The goods sold must also meet a desti-
nation test—sold for direct use, consumption, or dispo-
sition abroad—to qualify as export property. They will 
qualify if sold to an unrelated DISC [receipts from the 
sale of export property from one DISC to aj-elated DISC 
do not qualify as export receipts] or if delivered 
• to a carrier or freight forwarder for delivery outside 
the U.S. 
• in the U.S. to an unrelated person and the DISC can 
prove both that there was no subsequent sale, use, 
assembly, or other processing within the U.S. and 
that the property was delivered outside the U.S. 
within one year after the sale 
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Generally, if a product returns to the U.S. as a minor 
component of a larger product, or if only a small portion 
of the manufacturing output of the product is used in the 
U.S., its sale will meet the destination test [absent a prior 
contrary agreement, understanding or knowledge]. 
The place of consumption, rather than that at which 
title passes or services are performed, determines 
whether or not a receipt is a qualified export receipt. 
Thus, the gross receipts on a sale qualify if the goods 
sold are destined for use overseas even though title to 
them is transferred in the U.S. 
Nonqualifying Receipts 
Receipts from the sale of intangibles or from franchis-
ing, and receipts from the performance of services other 
than those rendered in connection with the sale of ex-
port property, do not qualify as export receipts. In addi-
tion, sales of products eligible for a U.S. subsidy and 
those made to a U.S. Government agency [unless such 
agency was authorized to purchase foreign manufac-
tured goods] cannot qualify. 
Meeting the gross-receipts test can be a problem; re-
ceipts are used to measure qualification in the year re-
ceived regardless of when the underlying transaction 
occurred and regardless of whether the taxpayer uses 
the cash or the accrual method of accounting. A DISC 
could be disqualified, for example, if it collected a re-
ceivable which arose from an earlier year's nonqualified 
sale in an amount exceeding that permitted for non-
qualified receipts in the year of collection. 
Qualified Export Assets 
95% of a DISC'S assets must, on the last day of its tax-
able year, consist of qualified export assets— 
• export property 
• cash and inventory used in thre exporting business 
[cash which is not required for the DISC'S day-to-
day operating requirements and which is on deposit 
in U.S. banks is not a qualified export asset unless 
it is invested in qualified export assets after year-
end] 
• trade receivables resulting from export sales and 
leasing 
• producer's loans 
• the adjusted basis of fixed assets used in connec-
tion with either the sale or the lease of export prop-
erty or the performance of ancillary services, e.g., 
office furniture and equipment, storage facilities, 
packaging machinery 
• obligations of the Export-Import Bank or the For-
eign Credit Insurance Association 
o assets of foreign sales-and-services branches re-
lated to the export business 
• investments in related foreign export corporations 
• long-term trade obligations of foreign customers 
[The payment of a qualifying distribution may prevent 
disqualification due to failure to meet the assets test— 
see below.] 
Election and Consent 
A corporation must elect to be treated as a DISC 
within the 90-day period immediately prior to the begin-
ning of its taxable year. A newly-formed corporation 
may, however, elect DISC benefits within the first 90 
days of its first taxable year. The election is valid until 
revoked or until the corporation fails, for 5 consecutive 
years, to qualify as a DISC. [Recently distributed Form 
4876 may be used for the election.] 
An election can be revoked for any year after the first 
year for which it is effective. A revocation will be effec-
tive for a year if made during the first 90 days of that 
year; if later, it will be effective for the subsequent year. 
[A corporation that fails to terminate its election within 
the first 90 days of a year can achieve the effect of revo-
cation for that year by issuing a second class of shares, 
reducing its capital below $2,500, etc.] 
A corporation that has revoked its election can again 
elect to be taxed as a DISC without having to wait for 
an intervening period of time to elapse. 
Shareholders who are shareholders on the first day of 
the DISC'S first year as a DISC must consent to the elec-
tion. The consent can be filed within 90 days of the crea-
tion of a newly-formed DISC. Shareholders of existing 
corporations must consent to the election within the 
period allowed for making it. Consents filed after a due 
date will be valid if the failure to file timely was due to 
reasonable cause. 
Foreign shareholders—nonresident aliens or partner-
ships and foreign corporations—who consent to a DISC 
election must agree to treat all of its distributions, 
whether deemed or actual, as effectively connected 
with a U.S. trade or business conducted through a U.S. 
permanent establishment. Thus, distributions to foreign 
shareholders will be taxed at the graduated individual 
or corporate rates rather than subject to the 30% [or 
lower treaty rate] withholding tax. 
The consent of the initial shareholders is binding on 
all subsequent shareholders. 
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QUALIFYING DISTRIBUTIONS 
As noted earlier, the payment of a qualifying distribu-
tion can prevent disqualification as a DISC due to the 
corporation's failure to meet either [or both] the quali-
fied export receipts or the asset tests if that failure was 
due to reasonable cause. A qualifying distribution must 
be so designated [perhaps in the board of directors 
resolution] and made after the DISC'S year-end. If it is 
paid no later than the fifteenth day of the ninth month 
following year-end, reasonable cause is presumed if at 
least 70% of the DISC'S receipts or assets were quali-
fied. If, however, the distribution is made after such time, 
a DISC must 
• prove that both the failure to meet the tests and the 
delay in making the distribution were due to reason-
able cause 
• make payment within 90 days after notice by the 
Service that the corporation failed either the gross 
receipts or the assets tests, and 
• pay a toll charge equal to 41/2% of the distribution 
multiplied by the number of years a distribution was 
required but not made. 
If the DISC fails to meet the gross-receipts test, a qual-
ifying distribution consists of an amount equal to the 
DISC'S net income multiplied by the ratio of its non-
qualifying gross receipts to its total gross receipts. 
Example: Assume that a DISC'S net profit was 
$1,200,000; that only $15,300,000 of its gross receipts 
of $20,100,000 were qualified export receipts; and that 
it paid, as a qualifying distribution, $287,000 to its 
shareholders after year-end. The corporation would 
continue to qualify as a DISC since it had actually dis-
tributed $287,000: that proportion of its net profit 
which its nonqualified receipts bore to its total re-
ceipts [$4,800/$20,000,100 x $1,200,000 = $287,000]. 
If less than 95% of a DISC'S assets are qualified ex-
port assets, the fair market value of such assets must be 
distributed. 
Example: Assume that a DISC has total assets of 
$24 million on its December 31, 1972 year-end. As-
sume further that of such assets, only $21 million were 
qualified export assets. The DISC must, during 1973, 
distribute at least $3,000,000 to prevent disqualifica-
tion for its year ended December 31,1972. 
The actual nonqualified assets need not be distrib-
uted; nor need they be sold and the proceeds distrib-
uted. However, failure to do so may leave the DISC with 
nonqualified assets of more than 5% in the following 
year—1973 in the example above. Furthermore, the sale 
of the nonqualified assets results in nonqualified re-
ceipts, and may cause the DISC to fail to meet the 
receipts test in the year of sale—again 1973 in the ex-
ample above. 
TAXATION OF DISC PROFITS 
A domestic corporation is not a taxable entity so long 
as it qualifies as a DISC. Its shareholders, however, 
must include a portion of its profits in their current tax-
able incomes, whether or not distributed. The remainder 
of those profits will be taxed if actually distributed, if the 
corporation subsequently ceases to qualify as a DISC, 
if its DISC election is revoked, or if its shares are sold or 
otherwise disposed of. 
Deemed Distributions 
Qualifying Years 
Each year the shareholders of a DISC are considered 
to have received a portion of the DISC'S taxable income 
as a dividend. This deemed distribution is equal to the 
sum of the 
© interest from producer's loans, 
o gain on the sale of nonqualified export assets which 
the DISC received in a tax-free transaction, but only 
to the extent that the transferor's gain had not been 
recognized, 
• gain on the sale of depreciable assets which were 
received by the DISC in a tax-free transaction, but 
only to the extent that the transaction would have 
resulted in ordinary income had the property been 
sold rather than transferred to the DISC, 
• 50% of the excess of the DISC'S taxable income 
over the amount already deemed distributed [the 
3 items above], and 
• foreign investment attributable to producer's loans 
—the so-called fugitive capital. 
This deemed distribution is limited to the DISC'S earn-
ings and profits for the current year. A deemed distribu-
tion resulting from the investment abroad of producer's 
loan proceeds is limited by the sum of the accumulated 
and the current earnings and profits. 
Example: A DISC has taxable income [and earnings 
and profits] for the current year of $125,000. Included 
in this amount is $15,000 of interest received on pro-
ducer's loans and $10,000 of gain from the disposition 
of a nonqualified export asset which was received in 
a tax-free transaction. The shareholders of the DISC 
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will be deemed to have received a distribution of $75,-
000 [$15,000 + $10,000 + .50 ($125,000 — $25,000) ] . 
These deemed distributions are considered received 
by the shareholders on the last day of the DISC'S taxable 
year. Therefore, special consideration should be given 
to the choice of that year. For example, 11 months of 
deferral results if the DISC'S fiscal year ends one month 
later than that of its parent/shareholder. Using different 
taxable years, however, creates problems in other areas, 
e.g., calculating a DISC'S profit under the "50-10" pric-
ing method becomes extremely complex. 
Upon Disqualification 
The tax-deferred income of a DISC which either termi-
nates its election or is disqualified is deemed to have 
been distributed at the time of that termination or dis-
qualification. Each shareholder is required to report, as 
ordinary income, one-tenth of his share of that deemed 
distribution in each of the succeeding 10 years. [If the 
period during which the corporation qualified as a DISC 
was less than 10 years, the distribution is reported over 
the same numbers of years as it qualified.] 
Shareholders of a former DISC must continue to re-
port the deemed distributions triggered by an earlier 
revocation or disqualification even though the corpora-
tion reelects [or again qualifies for] DISC status. 
Earnings and Profits 
A DISC'S earnings and profits, calculated as those of 
any other domestic corporation, consist of 3 separate 
elements. 
• DISC income—current year's profits upon which 
tax has been deferred, i.e., earnings and profits re-
duced by the current deemed distribution of interest 
on producer's loans, etc. [Accumulated DISC in-
come is also reduced by deemed distributions re-
quired by disqualification.] 
• previously taxed income — earnings and profits 
which have been deemed distributed; i.e., amounts 
which have been taxed in the hands of shareholders 
although not actually distributed 
• other earnings and profits—undistributed income 
accumulated in years in which the corporation did 
not qualify as a DISC 
Actual Distributions 
A DISC'S shareholder is not required to include a divi-
dend in gross income if it was paid out of previously 
taxed income. A series of ordering rules are provided 
to insure that amounts are neither taxed twice nor es-
cape taxation entirely. 
Actual distributions other than qualifying distributions 
are considered as made first from previously taxed in-
come, then from accumulated DISC income, and finally 
from other earnings and profits. 
The order, however, is changed for those distributions 
which are required if the corporation is to continue to 
qualify. Since a qualifying distribution must be made 
only because of the existence of non-export-related as-
sets or receipts, no reason exists for extending the DISC 
benefits to them. Therefore, such distributions are 
treated as made first from accumulated DISC income, 
then from other earnings and profits, and only then out 
of previously taxed income. 
If more than one distribution is made in a year, they 
will be considered to have been made in the sequence 
following 
e deemed distributions 
• qualifying distributions 
• other actual distributions 
Dividends received from a DISC are considered to 
have a foreign source to the extent that they relate to 
qualified export receipts and to interest on investments 
in qualified export assets. Dividends which relate to non-
qualified export receipts have a domestic source, as do 
qualifying distributions. 
A DISC is a foreign corporation for purposes of the 
deemed paid foreign tax credit provisions. The foreign 
tax credit limitation rules have, however, been amended 
to prevent the use of untaxed DISC income to increase 
the limitation on other foreign-source income; a distri-
bution from a DISC will, in effect, be treated as being de-
rived from a separate foreign country, even though the 
overall method is used. 
Losses 
Losses incurred by a DISC are not available directly 
to its shareholders. They are first charged against other 
earnings and profits, next against accumulated DISC in-
come, and finally against previously taxed income. 
Losses in a year cannot, however, reduce accumulated 
DISC income which is to be deemed distributed because 
the corporation's election was revoked or because it 
failed to qualify in an earlier year. 
Intercompany Dividend Deduction 
Deemed distributions from a DISC to its corporate 
shareholders are not eligible for either the 85% or the 
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100% dividend-received deduction. Nor are actual dis-
tributions unless paid out of other earnings and profits— 
then the deduction is available because the dividends 
are paid from profits already taxed at corporate rates. 
Adjustments to Shareholder's Basis 
To the extent that a shareholder is required to include 
a deemed distribution in his return, he may increase his 
basis in the DISC'S shares. Actual distributions received 
which are paid out of previously taxed income decrease 
the shareholder's basis. 
DISPOSITION OF SHARES 
A shareholder who disposes of DISC shares in either 
of 2 types of transactions must treat any gain realized 
as ordinary income to the extent of the accumulated 
DISC income attributable to those shares. Generally, the 
amount attributable to the shares is the tax-deferred in-
come accumulated during the period the shares were 
owned. The Senate Finance Committee Report indicates 
that where shares are disposed of in mid-year, the whole 
year's income should be prorated. 
The first type of transaction requiring the ordinary in-
come treatment of gain is that in which gain would nor-
mally be recognized—sale of the shares, taxable liquida-
tion, etc. 
Transactions which result in the DISC ceasing to exist 
as a separate entity are the second type of transaction 
which gives rise to dividend income in the hands of a 
disposing shareholder. And these DISC provisions take 
precedence over other sections of the Internal Revenue 
Code which might give a different result. For example, 
the liquidation of a wholly-owned domestic subsidiary 
into its parent is usually accomplished without the rec-
ognition of gain, under section 332. If, however, the sub-
sidiary is a DISC [or a former DISC] with accumulated 
DISC income, the corporate parent must treat the lesser 
of the gain realized on the liquidation or .the accumu-
lated DISC income as a dividend. 
Any gain realized upon the disposition of DISC shares 
in an otherwise tax-free reorganization must be treated 
as ordinary income if, as a result of the reorganization, 
the separate identity of the DISC is lost—an A or a C re-
organization. A tax-free B or F would not generally re-
quire the reporting of dividend income by a disposing 
shareholder. 
Except in the case of a redemption, other forms of 
shareholder disposition do not affect the DISC'S earn-
ings and profits. Thus, an acquiring shareholder would, 
without a provision to the contrary, be taxed on a distri-
bution of income already taxed to the disposing share-
holder. Consequently, a special rule permits a subse-
quent shareholder to consider any actual distributions 
of accumulated DISC income as though they were paid 
from previously taxed earnings. This treatment is limited 
to the amount of gain that was previously taxed as ordi-
nary income in the hands of the prior owner of the 
shares. 
The requirement that a shareholder recognize some 
part of his gain upon the sale of shares as a dividend and 
the possibility that an acquiring shareholder may re-
ceive a nontaxable dividend should, of course, be re-
flected in the sales price of the DISC share transferred. 
PRODUCER'S LOANS 
A U.S. manufacturing parent can borrow its DISC'S 
tax-deferred profits without triggering U.S. income tax. 
Any manufacturer or producer may borrow from a DISC 
regardless of the existence of any equity relationship 
between them. However, a DISC should be wary of lend-
ing funds to an unrelated entity because of the limita-
tions [see below] which are measured by the borrower's 
assets and receipts. A corporation might fail to meet the 
95% qualified export assets test because a note receiv-
able originally believed to be a producer's loan later 
turned out not to be, due to facts known only to the bor-
rower. 
The borrowing cannot exceed the lesser of the DISC'S 
accumulated income or the borrower's increased invest-
ment in ex port-related assets. Such assets are deter-
mined by multiplying the sum of the borrower's 
• adjusted basis of plant, equipment and machinery, 
and supporting production facilities [packaging, 
warehousing and storage, transportation, adminis-
tration, etc.] at the beginning of the borrower's 
taxable year 
• inventory held for sale, lease or rental at the begin-
ning of the borrower's year, and 
• U.S. research and development costs incurred dur-
ing the year [but after December 31, 1971], includ-
ing items expensed currently 
by the ratio that the borrower's export sales bears to the 
borrower's sales for the prior 3 taxable years, excluding 
years beginning before 1972. [See Exhibit A for an ex-
ample of the calculation of this limitation.] 
Special rules apply in calculating the producer's loan 
limitation where the borrower is a domestic film maker. 
Generally, the limitation is increased; the borrower's 
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assets used to compute the limitation include, in addi-
tion to the items previously discussed, the estimated 
production costs, regardless of when incurred, to com-
plete all films begun during the year. The receipts ele-
ment of the limiting computation may be based on the 
export experience of other producers of similar films. 
The Senate Finance Committee indicated in its report 
on the bill that industry statistics could be used for this 
purpose. 
A producer's loan must be designated as such when 
made and evidenced by a note or other form of indebted-
ness. [Presumably, a notation on the face of the note 
that the loan is a producer's loan and segregation in a 
separate producer's loan account on the books of both 
the borrower and the lender will be sufficient.] Such 
loans cannot have a term of more than 5 years and must 
bear interest in accordance with existing Section 482 
regulations, i.e., at a rate no lower than 4%. An outstand-
ing loan need not be repaid because the borrower's 
export ratio or his investment in qualified export assets 
decreases; it may be renewed at maturity so long as it 
does not exceed the limitation noted above. 
The Service is precluded from challenging the va-
lidity of a producer's loan which is made in accordance 
with the statutory rules. 
Fugitive Capital Limitation 
To prevent the proceeds of producer's loans from 
being used to further foreign manufacturing operations, 
the amount of foreign investment attributable to such 
loans is, as noted above, deemed distributed to the 
DISC'S shareholders. Such treatment, of course, re-
duces the amount of accumulated DISC income avail-
able for loan. This restriction applies only if the DISC is 
a member of a controlled group [generally, a group of 
corporations with more than 50% common ownership], 
a producer's loan was made to one or more members of 
the group, and the group increased its foreign invest-
ment. 
The amount of foreign investment attributable to pro-
ducer's loans cannot exceed the lesser of 
• the net increase in foreign assets by the group 
• the actual foreign investment by domestic group 
members 
• the outstanding producer's loans to members of the 
group from the DISC 
The net increase in foreign assets by the group is the 
amount expended to acquire real and depreciable busi-
ness property outside the U.S., less the SUM of the de-
EXHIBIT A 
CALCULATION OF PRODUCER'S 
LOAN LIMITATION 
Borrower's 
Adjusted basis of plant, equipment, etc. . $12,000,000 
Inventory at beginning of year 2,000,000 
Research and development expenditures . 4,000,000 
Total export related assets $18,000,000 
Borrower's sales to: 
Related DISCs $16,650,000 
Unrelated DISCs 2,350,000 
Foreign customers 1,000,000 
Total export sales $20,000,000 
U.S. customers . 36,650,000 
Total sales $56,650,000 
Total export related assets $18,000,000 
Ratio of export to total sales 
[$20,000,000/$56,650,000] 35.3045% 
Limitation $ 6,354,810 
Thus, a maximum of $6,354,810 could be loaned to this 
particular borrower as producer's loans. 
preciation on such property, any equity and borrowing 
from non-U.S. persons after 1971, half the earnings of 
the group's foreign subsidiaries and branches, half the 
royalties and fees paid by foreign to domestic group 
members, AND uncommitted transitional funds. [This 
last concept—uncommitted transitional funds—relates 
to certain excess long-term foreign borrowings under 
the Foreign Direct Investment Program, a subject be-
yond the scope of this article.] The net increase in the 
group's foreign assets is calculated on a cumulative 
basis, beginning after December 31,1971. 
The actual foreign investment by domestic group 
members is the sum of their post-1971 capital contribu-
tions, outstanding stock or debt obligations of foreign 
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EXHIBIT B 
CALCULATION OF INTERCOMPANY 
TRANSFER PRICE 
DISC 
U.S. 
Manufacturer 
Sales $20,000,000 $40,000,000 
Deductions 2,000,000 10,000,000 
Cost of goods sold to DISC 14,000,000 
Export promotion expenses 500,000 
\* 
"4%-10%" METHOD 
U.S. 
DISC Manufacturer 
CALCULATION OF DISC PROFIT 
4% of qualified export receipts . . . $ 800,000 
10% of export promotion expenses 50,000 
DISC'S profit $ 850,000 
CALCULATION OF TRANSFER PRICE 
DISC'S sales $20,000,000 
Less: 
Deductions $ 2,000,000 
Export promotion expenses . . . . 500,000 
Profit [under "4%-10%" method] 850,000 $3,350,000 
Intercompany transfer price $16,650,000 
"50%-10%" METHOD 
DISC 
CALCULATION OF DISC PROFIT 
DISC'S sales $20,000,000 
Cost of goods sold to DISC 14,000,000 
Gross profit 
Less: 
Deductions-
Incurred by DISC $ 2,000,000 
Apportioned* to DISC 2,200,000 
Export promotion expenses . . . . 500,000 
Combined net income 
50% of combined net income 
10% of export promotion expenses 
DISC'S profit 
*Assumed 
CALCULATION OF TRANSFER PRICE 
DISC's sales 
Less: 
Deductions $ 2,000,000 
Export promotion expenses . . . . 500,000 
Profit [under "50%-10%" method] 700,000 
Intercompany transfer price 
U.S. 
Manufacturer. 
$ 6,000,000 
4,700,000 
$ 1,300,000" 
$ 650,000 
50,00(T 
$ 700,000^ 
$20,000,000^ 
$ 3,200.000 
$16,800,000> 
group members issued after 1971 to domestic members, 
post-1971 increases in branch assets, and half of the 
group's foreign members' [subsidiaries and branches] 
post-1971 earnings and profits. 
INTERCOMPANY PRICING 
The DISC enabling legislation permits unusual flexi-
bility in the pricing arrangements between the DISC and 
its related suppliers. A DISC, for example, may buy its 
inventory from a related domestic manufacturer at 
prices which would allow the DISC to earn a greater 
profit on its sales than would be sanctioned under exist-
ing section 482 regulations. 
A DISC'S income may not be reduced below 10% of 
its export promotion expenses [advertising, salesmen's 
salaries and commissions, warehousing, etc. and half 
the costs of shipping on U.S. ships and aircraft] plus the 
larger of 4% of its sales or 50% of the combined income 
from the U.S. manufacture and export sale. [See Ex-
hibit B for a comparison of the calculation of the transfer 
price under the two methods.] 
In determining the transfer price under the "50-10" 
method, marginal costing will be permitted where a 
DISC is seeking to establish or maintain a market. How-
ever, Treasury is attempting to determine what consti-
tutes establishing or maintaining a market and how 
marginal costs should be determined. 
The 4-10 and 50-10 formulae may be applied on a 
product-by-product basis [or product line] rather than 
on aggregate sales or combined income. If different 
classifications, i.e., regional, etc., are desired, a sepa-
rate DISC must be established for each such category. 
Although applying these special formulae to aggregates 
may result in less favorable results, the amount of rec-
ordkeeping required for separate category application 
may more than offset the resulting tax savings. 
The transfer price may be computed under existing 
section 482 regulations if their use would result in greater 
profit. As a general rule, use of those guidelines will be 
beneficial where the export property has a high profit 
margin. Where there is a low margin, the "4-10" method 
probably will result in a greater profit to the DISC. 
The final transfer price may be determined after the 
fact [presumably by the earlier of the final dates for filing 
either the DISC'S information return or the related manu-
facturer's income tax return] to ensure that the greatest 
possible profit is allocated to the DISC. For interim billing 
purposes, the manufacturing parent can charge the DISC 
any price falling between its cost and the DISC'S selling 
price. Adjustments may be made at year-end to reflect 
the actual intercompany sales price. The manufacturer 
in Exhibit B could, for example, have charged the DISC 
its cost [$14,000,000] or the DISC'S selling price [$20,-
000,000]. The use of the higher figure would have gen-
erated $6,000,000 in additional cash flow to the manu-
facturer. 
These same pricing rules apply to DISCs which func-
tion as commission agents for related manufacturers. 
AUTHORIZED FOREIGN INVESTMENTS 
The rather stringent limitations on a DISCs receipts 
and assets are intended to prevent passive investment 
in either U.S. or foreign entities. Sometimes, however, 
a DISC must—or should—invest in other corporations. 
A DISC may, therefore, invest in related foreign export 
corporations, the shares of which are qualified export 
assets and whose dividends are qualified export re-
ceipts. A related foreign export corporation is either a 
• Foreign International Sales Corporation [FISC], a 
more than 50% directly owned foreign corporation 
which meets the qualified export receipts and as-
sets tests—the foreign selling arm of a DISC, a 
• Real Property Holding Company, a more than 50% 
directly owned foreign corporation which is used 
for the sole purpose of holding real property for the 
exclusive use of the DISC, or an 
• Associated Foreign Corporation, a less than 10% 
directly or indirectly owned foreign subsidiary 
which is necessary to further transactions which 
result in qualified export receipts. 
Investments in these foreign corporations are subject 
to the Interest Equalization Tax and the subpart F pro-
visions of the Internal Revenue Code; they are author-
ized only if made in compliance with the Foreign Direct 
Investment Regulations. 
This article is a brief analysis of the complex DISC 
provisions of the Revenue Act of 1971 together with a 
summary of the explanatory materials and observations 
made available by Treasury since its enactment. Many 
gray areas exist, numerous questions remain unan-
swered; it is hoped that the Regulations, which are ex-
pected at any time, will clarify those areas and resolve 
those issues. 
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